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TO: Members of the House Judiciary Committee

FROM: Nadine Nosal, Legislative Coordinator, UAW Michigan CAP
Jim Shake, Senior Actuarial Consultant, UAW Social Security Dept.

SUBJECT: Public Employee/Retiree Health Care Bill Package — House Bills No. 4071
- 4079

The International Union, UAW represents over 400,000 active and retired members
across Michigan in both the private and public sectors. The bills before you today will
have a major impact on thousands of members and retirees we represent in the public
sector. UAW has members in state and municipal government as well as members in
the public school system and community colleges.

UAW supports House Bill No. 4076 which will increase the number of retiree
representatives on the State Retirement Board. We are neutral on House Bills No.
4071, 4074, 4078 and 4079. We do, however, have concerns with House Bills No.
4072, 4073, 4075 and 4077 which are addressed in the attached comments by Mr.

Shake.

These bills are very important to our members, your constituents, and we ask that you
not rush them through this committee process without a thorough understanding of their
ultimate impact on employee/retiree health care benefits.

Thank you.

Attachments
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MI Proposed Bills # 4073/4075/4077

Summary of Issues — 2/13/2009

We were told last session that specific language in Bill 4075 pertaining to the funding of
benefits not being a contractual obligation would be removed. That language was not
removed, and the modifying language that was added is also very troubling. The added
language would limit the benefits provided to what assets are available in the trust. Given
the current economic climate, it would be all too easy to delay the funding of benefits that
have already been contractually promised through the collective bargaining process.

Any time benefits are pre-funded, responsible investment policy and oversight is critical -
especially when public funds are involved. The investment policy and oversight language
in the proposed MI bills is deficient in this regard. One specific example in bill 4073
absolves the trustees of responsibility for maintaining the adequacy of the trust to meet
obligations and enforce payment of contributions, but does NOT appear to assi gn that
responsibility to anyone else.

The percentage of pre-funding determines what discount rate can be used in the actuarial
valuation. Limited pre-funding would preclude any noticeable savings to liability or
expense (according to commonly accepted actuarial guidance).

There is at least one provision that could be interpreted as favoring employers in the
collective bargaining process.

There needs to be strong guarantees that any pre-funded money cannot be later transferred
to other funds, such as happened in 2002 or 2003 under then-Gov. Engler, or otherwise
diverted before going into the 115 trust.

In general, the use of the term premium in the bills may be misleading, since self-insured
plans pay actual costs plus administrative expenses. A so-called premium equivalent
could be overstated up front to anticipate adverse experience in the future which mi ght
not come to pass. This would cause any retiree contributions to also be overstated.

The bills do not address how any Medicare Part D premium rebate, or insurer rebates.
would be treated. These rebates should be used to reduce retiree health care costs, rather

than applied to other parts of the state budget.

Attached are specific comments about provisions in the above bills. We have also
included comments and improved language on the related trust bills numbered 4072 and

4078.




MI Bills # 4073/4075/4077, and related bills

Issues/Areas of concern are as follows:

1.

2.

3.

4.

Elimination of Full Rights to Benefits
o Allowing benefits to be restricted to available assets (if any)
o We were told this language would be eliminated, but it was not
No Promise of Any Pre-funding
o Gives municipalities the authority they want without promising any real
funding
o Level of Pre-funding affects expense and liability
Lack of Fiduciary responsibility and investment policy/management controls
o See details below
Vague and Inadequate Definitions of Important Terms
o Lack of qualifications of actuaries engaged to value expense/liabilities
(Bill 4078)
o Vague terms concerning actuarial liabilities
o Actuarial Studies vs. formal valuations (Bill 4078)

SPECIFIC BILLS

I

Bill # 4073

Comments/Questions

Elimination of Full Rights/No Promise of Prefunding (Issues #1/2)

Section 17 - Pages 11-12 — lines 5-6 on page 12 limit the amount of benefits
provided to the amount of assets in the trust fund. This impermissibly restricts
benefits that have been collectively bargained to whatever assets are in the trust,
and subjects benefits to outside influences affecting the decision to fund benefits
by the municipality. There is no mention of any obligation of the municipality to
fund benefits to the contractual level, and paragraph (9) of Bill 4075 restricts the
issuance of securities to 75% of the liability.

Further, the level of pre-funding affects the extent of savings in liability and
expense compared to an unfunded arrangement. Common actuarial guidance
would state that if a municipality only funded half of the GAS 45 expense for the
year, then the municipality would need to lower the discount rate used tor valuing
liability and expense, increasing liability and expense. If no pre-funding of the
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expense was made, then there would be no savings. (See attached exhibits)

Lack of Fiduciary Responsibility (Issue #3)

Section 3 paragraph (4) page 5 — Given that medical expenses in retirement vary
widely year to year as compared to fixed pension benefits, how appropriate is it to
have the exact same investment restrictions as for the pension fund?

Lack of Fiduciary Responsibility/V ague Terms (Issues #3/4)
Section 3 paragraph (5) page 6 —
a. The term “annual obligations of the trust” definition seems too vague.
b. Administrative and Investment Fee Structure — This appears to allow for a
(potentially generous) fixed fee/payment schedule, even if actual expenses
are less than the schedule. There needs to be greater protection against

possible abuse.

Elimination of Full Rights (Issue #1)

Section 3 paragraph (6) page 6 — although past members are granted contractual
rights in the aggregate to the assets, there doesn’t appear to be any language that
grants past members benefits to which they are contractually entitled even in the
absence of sufficient assets. (See comment 1 above) This needs to be rectified.

Elimination of Full Rights/Lack of F iduciary Responsibility (Issues #1/3)

Section 8, pages 8-9 — Remaining assets — Why is there this reversion clause at all,
when funds should be used exclusively for payment of benefits (and related
expenses)? There could be a later move to fund retirement health benefits under a
different arrangement temporarily, while transferring the remaining assets out of

the trust.

Vague Terms (Issue #4)

Section 10 paragraph (2) page 9 — “prompt” crediting of contributions, This term
needs to be more clearly defined (similar to crediting of 401(k) employee
deferrals) so that a specific time range (e.g. within 15 business days) is included.

Lack of Fiduciary Responsibility (Issue #3)

Section 15 paragraph (1), subparagraphs (b) and (c) page 11 — WHY should the
trustees NOT be responsible for the adequacy of the trust to meet/discharge
obligations or to enforce the payment of contributions/appropriations? There is
no language in this bill clarifying who would be responsible. If they intended to
assign that responsibility to either the state treasurer or the governing board(s) of
the retirement systems, this needs to be explicitly spelled out in the legislation.

Vague Terms (Issue #4)

Pages 11-12 — There appears to be no Section 16. It jumps from Section 15 to
Section 17. Was this a simple numbering error, or is there a Section 16 that was
excluded from the version we received as of February 12, 20092




Bill # 4075

This bill appears to provide a municipality with the ability to issue debt securities to fund
the (GASB 45) unfunded accrued liability without having to put it to a vote by its
residents. There are notice and petition requirements, however. (In other states, the debt
is referred to as OPEB obligation bonds.) There are some troubling or conflicting
provisions in the bill as described below:

1.

Elimination of Full Rights/No Promise of Pre-funding (Issues #1/2)

Section 518 paragraph (1).Pages 1-2 — lines 3-4 on page 2 limit the amount of
benefits provided to the amount of assets in the trust fund. This impermissibly
restricts benefits that have been collectively bargained to whatever assets are in
the trust, and subjects benefits to outside influences affecting the decision to fund
benefits by the municipality. There is no mention of any obligation of the
municipality to fund benefits to the contractual level, and paragraph (9) of this
Bill (4075) restricts the issuance of securities to 75% of the liability.

Vague Terms (Issue #4)

Section 518 paragraph (1) — Page 1 line 5 — the language pertaining to the
“unfunded accrued liability” should be amended to read “unfunded accrued
liability as determined by the plan’s actuary”

No Promise of Pre-funding/Vague Terms (Issues #2/4)

Section 518 Paragraph (5), page 3, lines 8-25 - there is a possible conflict between
sub-paragraph (A) (lines 12-14) and the 75% limit stated in paragraph (9), page 4,
lines 11-16. Do these provisions, when taken together, mean that only 75% of the
unfunded liability can be provided for under debt issued by the municipality?
That would mean that current revenues would be needed to provide the balance.
Why does the 75% provision exist, when it could be more advantageous to cover
the full obligation if existing debt levels for the municipality are lower?

Elimination of Full Rights (Issue #1)

Sub-paragraph (E) — page 3. lines 22-23 regarding having a plan in place to
mitigate the increase in health care costs - may give an employer undue leverage
to pressure employees to change or reduce health benefits.

Vague Terms (Issue #4)

Section 518 Paragraph (11), page 4, lines 22-27 — mandates that the assumed asset
rate of return for a funded GAS 45 arrangement be at least 100 basis points higher
than the interest rate being paid to the bond holders. What is the basis for this




provision? It seems arbitrary and demonstrates a very limited understanding of
how the GAS 45 liabilities and expense are calculated. There is not a direct
connection between the assumed rate of return and the bonding rate of interest.

Bill # 4077

Vague Terms (Issue #4)

This bill adds the definitions of “Health Care Trust Fund” and “Unfunded Accrued
Liability™ to Section 103 of MCL 141.2103.

Page 5, (new) paragraph (R), lines 6-9 - The definition of “Unfunded Accrued Liability”
should be changed to substitute “Actuarial Valuation” for “Actuarial Study” and to
substitute “Statement 43 or 45” for “Rule 43 or 45”. While substituting “Statement” for
“Rule” merely conforms the bill language to the actual accounting terminology,
substituting Actuarial Valuation for Actuarial Study is a substantial difference.

An actuarial Valuation is the formal valuation of the liability and expense for the plan
that is relied upon for a municipality’s financial statements. An actuarial study can be
any informal valuation that may use differing benefits, cost-sharing, or actuarial
assumptions from what has or will be used for the formal accounting expense and liability
for that municipality for any given year. Studies are often done to estimate liability and
expense under varying hypothetical scenarios. It would be all too easy for a preliminary
study to be relied upon (unintentionally or otherwise) in preparing a bond issue.



OTHER RELATED BILLS

Bill #4078

Vague Terms (Issue #4)

Section 205, page 1 linel0 refers to employing the services of an actuary without
requiring that the actuary be qualified by the actuarial profession to perform GAS 45 or

other health care valuations.

Many GAS 45 requests for proposals (RFPs), for example, require that at least one
actuary be an Enrolled Actuary under ERISA (to cover the retirement forecasting portion
of the valuation) and an actuary that is at least an ASA and a member of the Society of
Actuaries’ Health Section (to cover the health benefits pricing portion). Reference to
actuaries should state that they should be qualified to perform those valuations under
guidelines established by the American Academy of Actuaries.

Bill #4072

Vague Terms (Issue #4)

The bill appears to modify the authority for hospitalization, medical coverage, dental
coverage, and vision coverage selection and plan administration. Prior to October 1,
2009, the benefit plans were jointly authorized (selected) by the Civil Service
Commission and the Dep’t. of Management and Budget, and paid by the Retirement
Board. On and after October 1, 2009, the authorization is granted to the Civil Service
Commission, the Retirement Board, and the Office of Retirement Services (in the Dep't.
of Management and Budget - DMB). The plans are to be administered by the Dep’t. of
Management and Budget’s Office of Retirement Services. The benefits will continue to
be paid by the Retirement Board.

One question would be in regard to the make-up and level of authority/responsibility
granted to the Office of Retirement Services. Also, the Civil Service Commission is now
an autonomous entity within DMB, and has its administrative powers vested in the State
Personnel Director. We do not know whether the prior protections provided by Civil
Service have been changed at this point.
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GASB 43/45
Part 2 Seminar
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Co-sponsored by the American Academy of Actuaries and Society of Actuaries
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Valuation Discount Rate
(For Partially Funded Plans)
One simple approach:

{ * Set the single discount rate pagt way between the lower rate for
an Unfunded Plan and the higher rate tor a Funded Plan

+ Procata based on where the Funding Policy falls Retween the
he ARC for a Funded Plan

|
|

Valuation Discount Rate
| (For Partially Funded Plans)

Prarate By Funding Palicy

ARC (Funded)

Fundisg Policy

PAYG
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(For Partially Funded Plans)

i * For plans

have older average ages

with a shorter duration

§
J City of ABC Valuation as of October 1, 2004
| ' Unfunded Partially
. (PAYG) Funded Funded
!'{ Funding Policy ( As % of Puy) 10.2% 17.2%¢ 240
i
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‘- Valuation Discount Rate
(For Partially Funded Plans)
Jhissimple approach may understate the expense and
i Habilitles:
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i * For plang that are maturg or closed, or with lots of retirees, or
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* For plans whose Funding Policy vs. PAYG expense depletes the
trust sooncr
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spread reports of a major fiscalarisis, theredlity is that some states face

a fiscal aisis while others do not.

In analyzingactuaria reports, Dr. Robert Clark found that thereis a “sub-
stantial variation in unfunded liabilities” depending on thesize of the work
force, the generosity of the retiree healith plan, the portion of the plan paid for
by the state, and the type of empioyees in theplan.

Many state and focal governments have begun to make changesin their
health care plans to manage rapidly growing costs. Thisis important because
“in 2006 the annual cost to state and local governments for retiree health
plans averaged about 2 percent of employee salaries. If public sedor employ-
ers continueto pay for these benefitson a pay-as-you-go basis, the cost of
retireeheaith plans is projected to rise to 5 percent of payrail in 2050 (General
Aocoounting Office,2008).”

SQate and local governments can make changes to reduce that potential fis-
cal issue. The Center for Sate and Local Government Exoelience and research-
ers from North Carolina Sate University’s Sthool of Public and international
Affairs and College of Management have partnered to focus on state and local
government retireehealth care. Future Center publications will examinewhat
governments are doing to financeretireehealth care, policy alternatives, inter -
generational issues, and benchmarking.

The Center for Sate and Local Government Excellence was founded to
explore issues that areimportant to atirad and retain the talent needed for
public service. Offering high quality benefitswill remain as important in the
futureas it has been in the past.

With heightened emphasis on the economic seaurity of future retireesand
inareasing fiscal pressures, government leaders will need authoritative data to
understand the issues.

The Center gratefully acknowiedges the finandalsupport from the ICMA
Retirement Corporation to undertake this research projed.

Slipdn IC llles

Elizabeth K Kellar
Exeqautive Director
Center for Sate and Local Government Excellence

I s there a funding risis in retireehealth care?Although there are wide-



The Crisis in State and Local Government
Retiree Health BenefitPlans:

Myths and Realities

Robert L.Clark*

All states and many local governments provide health
benefitprograms for their retired empioyees. ' These
programs vary widely in their provisions, degree of gov-
ernment subsidy, the cost to the government, and the
method of funding. Some states and localities require
retireesto pay thefull cost of partidpating in the health
plan® while others offer health insurancethat does
not require any premium payment by the retiree. As a
result of these differences, the annual cost of provid-
ingretiree health insurance varies substantially among
public employers. The annual cost per retireecan range
from a modest subsidy assodated with allowingretirees
to buy into the health plan for aurrent employees to the
full cost of medical insurancefor retirees which can
exceed $10000. In astudy that examined the Compre-
hensive Annual Finanda Reports of the New Engiand
states, the Federal Reserve Bank of Boston (2007) found
that annual benefitpayments per efigible retireein 2006
ranged from $3,300 in Maineto $11,000 in Connedicut.
Recently, retiree health plans in the public sector
have become the target for doser scrutiny and concern
because of their costs as well as the future unfunded
liability of any benefitpromises the government has
made. The annual government expenditure on these
plans has been inaeasingrapidly due to the general
rise in medical costs and theingease in the number
of retired public employees. Even as state and local
leaders have struggled to findthe funds to financethe
annual cost of retiree health insurance, changes in
acounting standards have shifted policy debates from
the current cost of these programs to the long-term lia-
bilities assodated with the promise of health insurance
in retirementto today’s public employees. To some,
the recently reported estimates of unfunded liabilities
assodated with retiree health benefitplans represent a
fiscalarisis for many states and munidpalities.

“Robert L. Clark isa professor of economics and of management,
innovation, and entreprenewrship in the Caliege of Management,
North Carolina Qate Universty,

Thisissue Brief explores some of the most impor -
tant peroeptions assodated with retireehealth plans
and the new GASB accounting standards and assesses
whether these beliefs are myths or realities. Sorting fadt
from fidionis central to determining optimum public
polides and thelikelihood that retiree health benefit
plans will remain as an important component of the
compensation for public sector employees.

GASB 45 and Accounting for
Retiree Health

On June 21, 2004, the Government Accounting San-
dards Board approved Satement No. 45 (GASB 45).
This statement requires public employers to produce an
actuarial statement for retireehealth benefitpians using
generally accepted accounting standards as set forth by
GASB? In general, GASB 45 requires states and local .
governments to report the present discounted value for
the future liability of health care promises to current
workers as these benefitsare acrued, along with the
present value of these promises to current retirees? In
addition, the actuarial report mugt indicate the annual
required contribution that is needed to pay current
health care costs and to amortize aurrent unfunded
liabilities.

A common belief is that GASB 45 requirespublic
sedtor employers to establish trust funds for their retiree
health plans and to move toward full funding. Thisis a
myth. The goal of GASB 45 is to provide a transparent
assessment of the liabilities assodated with health care
promises to public employees. However, establishing a
trust fund and contributing suffidentmonies to cover
current costs and acrued Jiabilities may be prudent
public policy asit requirestoday’s taxpayers to bear the
full cost of today's public services.

Thislssue Brief foauses on the aurrent finandal
status of state retireehealth plans and reports unfunded
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aduarial acrued liabitities (UAAL), annual required
contributions (ARG, and the current method of financ
ingthese plans. The unfunded liabilities (UAAL) are
the difference between all aduarial acrued liabilities
(AAL) and any assets theemployer hasset aside in an
irrevocabie trust. Obviously, if the plan is completely
pay-as-you-go, the unfunded liabilities are equal to the
aoxued liabilities because there are no assets held by
the employer with which to pay for the future health
insurance of today's employees. The unfunded liabili-
ties of many states and local governments arelargein
absolute value and relativeto total state expenditures,
debt, and state per capita income.

Annual required contributions are how much the
employer must contribute to cover this year's cost of
providing health insurance to current retirees, plus the
amount needed to amortize the existing unfundedtia-
bility over a 30-year period. In general, annual required
contributions will exceed the annual pay-as-you-go cost
by the amortization of the unfunded liability over 30
years. Thus, if a government wereto establish a trust
fund for its retiree health benefitplan and contribute
monies each year equivaent to the ARG, the state or
locality would be on pace to fully fund the plan. Obvi-
ously, thislevel of finandngwill exceed the pay-as-you-
go cost of these programs in theshort run, but it will
reduce the new funds needed in futureyears as returns
on the trust fund will help finanogfuture payments.

ARGs and UAALs have been growing over time in
most states and are now a major public policy issue.
For example, in California, theannual cogt to the
state for retiree health and dental benefitsmore than
tripled between 1998-99 and 2006-07 as the retiree
health expenditure rose by an annual average rate of
17 percent, which was more than fivetimes the rate
of growth of state spending. The costs were expeded
to exceed $1 billion in 2006-07. (Legislative Analyst's
Office, California, 2006).

The present value of promised benefitshased on
asrrent provisions of the health plans is determined by
projeding the future age and service strudure of the
state labor force and retired state employees, and the
cost of the health care promises made to these workers
and retirees. The futureliabilities are then discounted
back to the date of the report. The actuarial accrued
liabilities (AAL) represent the total cost assodated with
providing health insuranceto current retirees and the
expected cost of retireehealth insurance earnedto date
by aurrent empioyees.

In addition to the demographic projedions, the
aduarial consulting firmor in-house aduaries use two

key assumptions to calcuiate the UAAL and the ARC
therate of medical inflationand the discount rate used
to determine the present value of future retiree heaith
benefits Assumptions made by the actuary have a large
impad on the projedted discounted liabilities of retiree
health plans. All actuarial statements project a rapid
dedine in therate of medical inflation.Quch dedines
aremore likely to be wishful thinkingor a myth. The
rate of inflationfor health care is uncertain and will
depend on national health care polides. Thereisa
common belief, which refledsaurrent practice allowed
by GASB 45, that funding reduces unfunded liabilities
because trust funds prudently invested will yield higher
returnsthan the risk-free discount rate used when there
is no fund. This may be a myth as adual expenditures
in futureyears are unchanged but using a higher dis-
count ratelowers discounted liabilities. Whether this is
amyth or reality is aurrently being debated by pradtic-
ing aduaries and finand aleconomists. In a forthcom -
ing Issue Brief, we will discuss how these assumptions
aremade and their importance in determiningthe
projeded liabilities of retiree heaith benefitplans.

The AAL indicates the amount of money needed to
pay all these futureliabilities. Alternatively, this means
that if the state or local government had a dedicated
fund with assets equalingthe AAL, then all arrently
acrued liabitities could be paid from the fund without
any further contributions from the state. Thisis similar
to having a fully funded pension plan or stating that
the pension has a funding ratio of 100 percent.® GASB
45 does not requirethat governments adually edablish
trust funds for these programs; however, several states
have enaded trust fund legistation for their retiree
medical plans as well as those of local entitiesin the
state®

GASBrequiresthat the actuarial statements assume
that the current provisions of the retiree health plan
will remainin effedt. Thereis a common belief that
retireebenefitsare protedted by law and cannot be
altered. Thisis a myth. Most states have been amend-
ingtheir health plans for adtive workers and retireesin
response to rising heath care costs. Changes indude
higher premiums, higher dedudibles, higher co-pay -
ments, and more years of service to qualify for retiree
health plans.” The ability to modify retiree health plans
provides states with some options to moderate their
projected costs and thus reduce the UAAL and ARC
presented in these actuarial statements.

GAO(2008) reports that all states havelegal protec-
tions for their pension plans that limit the ability of a
legisiatureto substantially ater the generosity of the
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pension. The majority of states have congtitutional pro-
visions that describe how their retirementplans areto
be “funded, proteded, managed, or governed.” How -
ever, retiree health plans are not accorded similar sta-
tus. Redudng or eliminatingretireehealth benefitsmay
be constrained by colledive bargaining contrads but,
in general legislatureshave more flexibilityto reduce
and modify retireehealth benefitplans for public sec -
tor employees. If governments can significantiyreduce
benefitsand thus liabilities, should these promises

be considered liabilities at the same level as state and
munidpal bonds?

Is There a Funding Crisis?

Recent press reports spawned by GASB 45 statements
and other assessments of the unfunded liabilities asso-
dated with retiree health have painted a pidure of a
major fiscal crisis. Thisis aredlity in some states while
in othersit is ssimply a myth. There are substantial
differences in thetotal liabilitiesof Sate retireehealth
plans, stemming from the generosity of the plan and
the size of the public sedor ® To assess the redity of a
funding oisis, we consider only the data reported in
the aduarial statements that have been completed in
response to the GASB requirements. Among the states
whose aduarial reports we have examined, North
Dakota ($31million), Wyoming ($72 million), lowa
($0.2 biltion), Oregon ($0.3 billion), Rhode Island ($0.5
billion), and Okiahoma ($0.8 billion) havethe lowest
reported unfunded liabilities. In comparison, New Jer-
sey ($68.8 billion), New York ($49.7 billion), California
($47.9 billion), North Carolina ($23.8 billion) Connedti-
aut ($21.7 billion), Louisiana ($19.6 billion), and Texas
($17.7 billion) have the highest UAALs.

The substantial variation in unfunded liabilities
is a fundion of the size of the state workforce, the
generosity of the retireehealth plan, the portion of the
total cost of the health program paid for by the state,
and the type of employees induded in theplan. Far
example, theretiree health plans of some states also
indude teachers and local government retireeswhilein
other states only the retired employees of the state are
induded in theplan. In these states, teachersand local
retireesmay be induded in other plans. Pew (2007)
attempts to disentangle the cost differences based on
the types of workers covered and reports its estimates
of the UAAL assodated with only state employees.

To better ilustrate the magnitude of these liabilities
and their importance to the various states, we exam-
inethe magnitude of the UAAL and ARC relativeto

Table 1. UAAL and ARC as Percentage of Payroll

Alabama 2296 17.6
Georgia 129.5 10.9
Hawaii 359.6 26.2
Maine 273.3 20.5
Maryland 351.1 26.9
Missouri 140.3 9.8
North Carolina 192.4 19.3
Cklahoma 30.0 3.2
Rhods {sland 292.5 24.9
Texas 200.0 16.8
South Carolina 151.5 11.7
Mirginia 15.3 1.2
Washingtor 67.9 57

Sowrcs Actuaria datements prepared by the various dtates.

variousimportant finandalvariables. Several of the
aduarial statements indicate the UAAL and the ARC
as a percent of payroll. Those ratios are reported in
Table 1 for the states that induded this information
in theiraduarial reports. The highest reported values
for UAAL as a peraent of payroll arefound in Hawaii
(359.6 percent), Maryland (351.1 percent), and Rhode
istand (292.5 percent). The highest valuesfor the ARC
as a percent of payroll are Maryland (26.9 percent),
Hawaii (26.2 percent), and Rhode Island (24.9 peroent).
These latter numbers are particular impressive as they
imply the proportion of state payroll needed to pay for
aurrent expenditures on retiree health care and the cost
of amortrizing the unfunded liability. Thus, to move
toward a fully funded plan, these three states would
have to allocate funds equal to one quarter of their
annual cash payral! to financethe retireehealth plan.
These data indicate that for some states the annual
oost and the unfunded liabilities assodated with retiree
health plans represent a major fiscal challenge.

We derive three additional measures of the relative
size of the cost of retiree health benefitplans. First,
we determine the implied per capita debt by dividing
the UAAL by the state poputation for all of the states
for which we have aduarial reports. These values are
reported in column one of Table 2. Next, we reportin
columns two and threethe UAAL and the ARC as a per-
cent of the state budget. New Jersey has the highest per
capita debt with a value of $7,947, dosely followed by
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Table 2. Estimates of Per Capita Unfunded Liability and ARC
as RPercentage of Budget

ARC as

Percentage | Percentage
of Budget

Alabama $2,760.15 59.58 4.58
California $1,330.91 22.82 1.71
Connecticut $6,224.02 107.41 7.87
Delaware $3,688.03 52.48 4.84
Florida $174.79 4.40 0.30
Georgia $1,646.95 44.37 373
Hawali $7,652.37 115.39 8.39
lowa $74.44 1.56 0.00
Louisiana $4,359.75 91.80 9.67
Maine $3,657.92 64.16 4.76
Maryland $2,608.93 54.28 4.16
Massachusetts| $2,068.71 34.98 2.79
Mississippi $1,772.14 34,94 2.96
Missouri $378.38 9.47 0.69
Nevada $954.77 2512 2.98
New Hampshire] $2,148.70 48.39 4.04
New Jersey $7,946.92 139.66 11.85
New York $2578.06 36.30 2.79
North Carolina | $2,742.22 60.26 6.05
North Dakota $48.75 0.89 0.11
Oklahoma $230.49 5.19 0.55
Cregon $85.12 1.61 0.18
Rhode Island $449 .98 7.11 0.61
South Carolina { $2,361.93 44 25 3.42
Texas $773.51 21.73 1.85
Vermont $2,259.03 31.54 2.55
Virginia $211.71 4.88 0.37
Washington $1,196.01 22.69 1.92
West Mrginia $4,319.83 79.38 0.83
VWoming $142.14 1.80 0.15
Souross

Column 1: Unfunded  fiability per capita is calculated by dividing the
UAAL shown inTable 1by the gtate's edtimated population in 2005.
Fopulation estimales are from the US Census population egimator,
http/ / www eenss sgov/ popest/ sa tes tables’ NST -EST 2007-01.xs.
Column 2: Unfunded fiability asa percentage of the dtate's budget
iscalculated by dividing the UAAL shown intable 1,by the date’s
share of the date and local expenditures in 2005, Estimates of tate
and local expenditures are from http/ / sourceboo k.governing.com/
whtopicresuits jspind= 695 . The edimate of the gale’s share of
date and focal expenditures isfrom hitp/ / sourceboo k.governing.
com/ subtopicresu itsjspAnd= 696.

Column 3: Annual Required Contribution  asa per of the
state’s budget iscaculated by dividing the ARC shown in Table 1by
the state's share of the date and iocal expenditures in 2005. Estimates
of date and local expenditres are from hitpy/ / sourceboo k.governing.
com/ sublopicreay itsjpand= 695. The edimate of the date's share
of date and local expenditures isfrom http/ / sourceboo k.governing.
com/ subtopicreay itsjspand= 696.

Hawaii with a dett of $7,652 per person and Connedi-
cut with $6,224 per capita. Qates with the lowest per
capita debt are North Dakota ($49), lowa ($74), Oregon
($85), Wyoming ($142), Rorida ($175). Virginia($212).
and Oklahoma ($230).

Sates with the highest valuesof UAAL as a percent
of the state budget indude New Jersey (140 percent),
Hawaii (115 percent), and Connedticut (107 percent).
Sates with thelowest UAAL as a percent of their bud-
getindude North Dakota (0.9 percent), Oregon (1.6
percent), and Wyoming (118 percent). A similar rank-
ingis observed for the ARC as a percentage of the state
budget.

The significantdifferences in the absolute and rela-
tive magnitudes of the liabilitiesfor retireehealth pians
dearly indicate that some states face major finandal
challengesto continue these programs in the future,
whilein ather states the impaat of retiree health on
public debt is rather minor. In total, thereis a large and
growingunfunded liability assodated with nonfederal
public secor retiree health plans. In states and locali-
tieswith generouspians, retiree heaith pians represent
an expanding problem for thefiscal health of the states
and dties. GASB 45 statements in these states repre-
sent a wake-up call for policymakers to consider their
options for how to deal with these liabilities. However,
for many other states the reality is that the GARB state-
ments certifiedthat they have small liabilities assod -
ated with these plans and thereis no cause for alarm.

Myths, Realities, and Policies

in comparison with the private sedtor, state and local
governments tend to provide their employees with
more generous retirement benefitsMost public employ -
ees are covered by definedbenefitpension plans and
retireehealth benefitplans. Funding rulesand expedta -
tions for pension plans are dearly defined, liabilities
are recognized, trust funds have been established, and
state constitutions and laws limit or restrainchanges in
the plans that would reduce retirementbenefits.in con -
trast, retiree health plans are a more recent employee
benefit typically no trust fund has been established,
and the extent of the unfunded liabilitieshas only
recently been recognized in conjundion with GASB45.
Recent eventshave aeated a series of peroeptions
about the finandalstatus of these plans; some are
myths and some are realities. This Issue Brief has iden-
tifiedsome of the most important perceptions concern -
ingretireeheaith plans in the public sector and has
shown some to be fad while others are merely myths
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based on alack of data or understanding of key aspeds
of these plans.

Myth: All states face a funding aisis in their retiree
health plans.

Reality: Many states face substantial futureliabilities
assodated with these programs; however, for many
other states, the unfunded liabilitiesarerelatively
small, should be easily manageable in futureyears,
and do not require any maor new polides to cope with
these plans.

Myth: GASB 45 requires public sedor employers to

establish irrevocable trusts for their retireehealth pians.

Reality: GASB standards do not requirethe
establishment of trusts nor do they require full funding
for those with such trusts. To date, relatively few states
have established trust fund legisiation to help finance
these future costs and even fewer are making use of
laws that allow funding. A more interestingpublic
financequestion is whether, in light of the GASB 45
requirements, governments should move toward full
funding of their retiree health pians.

Myth: The expliat recognition of the unfunded
liabilitiesreported in the GASB 45 statements will have
an adverse impad on the bond rating of governments
and investors will exert market pressure for state and
local governments to begin to prefund these pians.

Reality: Thekey determination of whether this
perception is fac or fidiondepends on whether

the retireehealth liabilities werealready known to
market analysts and had previously been factored into
the bond ratings. If so, one could arguethat these
liabilitiesdo matter but that the GASB 45 gtatements
do not matter because investors already were aware
of them. Moody’s Investors Service (2005) stated

that “Moody’s does not antidpate that theliability
disdosures will cause immediate rating adjustments
of a broad scale” and that “Moody's therefore will
exdude OPEB liabilities from calculations of state or
local debt burdens, but indude them as a fador in the
overall credit assessment of an issuer. This pradice

is consistent with Moody’s approach to munidpal
pension liabilities.” The redlity of the impadt of GASB
45 statements will become more apparent in the next
fesw years.

Myth: Retirement benefitsare protected by state laws
and provisions in their congtitutions.

Reality: In general, no such protection exists for retiree
health plans and public sector employers have been
constantly making changes to these plans that reduce
the generosity of the benefitsand raise the cost to
retirees. The expedation is that public sedor employers
will continue to amend their plans in waysthat reduce
costs. However, political reaitieslimit the ability of
government to reduce compensation for public sedor
employees and promised benefitsto retirees.

Severa other important issues remain concerning
public perceptions of the cost and liabilities of retiree
health pilans. GASB45 requires an assessment and
acknowledgement of the cost and acaorued liabilities
assod ated with retireeheaith plans using approved
acoounting standards. Estimates of the annual required
contributions and the unfunded actuarial acorued
liabilities provide an important benchmark for evalu-
ating these plans and determining future policy ded -
sions. One should keep in mind that these are estimates
of future costs. Obviousdly, futureprojedions can be
altered by amending theplans or by futurenational
health insuranceinitiatives. The projedtions will be
much higher if medical inflationdoes not dedine as
assumed in thereports and pre-funding would alter the
need for new tax monies to be devoted to these plans.

These substantial liabilities pose a serious finandal
problem for many states and munidpalities. These
unfundedtiabilities witl confront policymakers with
difficultchoices in thefuture. In 2006, the annual cost
to state and local governments for retiree health plans
averaged about 2 percent of employee salaries. If public
sedtor employers continue to pay for these benefitson
a pay-as-you-go basis, thecost of retiree health plansis
projeded to rise to 5 percent of payrall in 2050 (GAQ,
2008).

Astheannual cost rises, the ability to financethese
programs may cause other priorities to go unmet, and
the overhang of billion dollar retireehealth insurance
liabilitiesmay influencefuture bond ratings. Thereare
a number of options that states can adopt to address
theimpending finandalburden. The choices are dear
for state and local governments that havelargeliabili-
ties. Governments can either inaease total revenuesto
support the current programs, shift funds from other
prioritiesto financeretiree health plans, or reduce
benefitsassod ated with these programs. A futureissue
Brief will examine policy options and their impadt on
thecost and liabilities of retiree health plans.

In response to GASB 45 and the finandalpressures
assodated with retireehealth plans, states and focal
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governments are considering many policy responses.
Far some governmenta units, the unfunded liabilities
and the annual st of retiree health plans are very
large and threaten their finandalstability. These public
employers are likely to focus on redudngthe future
cost of their retireehealth plans even as they struggle
to pay for the promises made to current workers and
retirees. Rates and munidpalities with less generous
benefitsare under much less fiscal pressure. Under -
standing the realities of the aurrent finandalstatus of
individua plansis a key to developing new polides.
We should expect that these polides will vary agoss
governmental unitsand that they will refledthe sub -
stantial differences in the generosity of today's plans
and the accompanying liabilities.
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Endnotes

1 There has been some disagreement about plan coverage of
severa stales in previous studies. Credit Suisse (Zion and
Varshney, 2007)reports that dl states except Mississippi,
Nebraska, and Wisconsin provide sometypeof retiree heath
insurance. Wisniewski and Wisniewski (2004) statethat ali 50
states offer hedth benefitsto their retirees under the age of 65,
and all but Indiana and Nebraska offered hedth insurance to
retirees age 65 and older. In our survey of state financeand
hesith care administrative leaders, representatives of fourstaes
responded that they did not havea retiree hedith benefit
program. Such disagyreaments arise due to thediversity in
retiree hedth benefit plans and the respondents’ views of what
constitutesa plan.

2 Typicdlly, the“full cost” of aretiree hedth plan pad by
retirees would be the average cost of ai participants in the
hesith plan for active workers and retirees. Due to age-related
differences in the cost of hedth insurance, dlowing retirees to
pay thesame premium for participating in the plan invoives an
implicit subsidy. The new GASB standards require measure-
ment and reporting of thissubsidy to retirees.

3 GASB Statement 45, Accounting and Rnancial Reparting by
Employers far Post-employment BenefitsOther Than Pensians

{ OPEB) was issued by the Governmenta Accounting Standards
Board in 2004. Basicdly, GASB 45 requires public employers to
account for the cost of retiree hedith plans using the same
methods used to estimate theliabilities assodiaed with
pensions. The compiate stendard can be seen a http://www.
gasb. org/ st/ summery/ gstsmd 5. htmi. Earlier in 2004, GASB
issued Statement No. 43, Anancial Reparting far Fost-empioy-
ment Benefitlans Other than Fension Alans . GASB43 sought
to establish uniform reporting standards for retires hesith
plans.

4 Vicente (20086) provides a useful expianation of thenew
accounting standards and a summary of theissues raised by
GASB45.

S The aging of theU. S. populaion is typicaly reflectedin the
agng of thepopulations of thevarious states. As a result, the
costsof retiree hedth plans are expected to rise dueto increas-
ing numbers of retirees. Mortdity improvements resutt in more
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years in retirament and thus increass the cost of providing
retiree hedth insurance

6 Opinions vary on thenumber of statestha have actually
established such funds. Standard & Poor’ ${2007b) reports that
Alabama, Georgia, Kentucky, Mayiand, Massachusetts, Ohio,
South Carolina, Utah, Vamont, and West Virgnia had estab-
lished trust funds for their retiree hedlth programs. Other
studies have presented different lists for states that have
engaged in some prefunding Forexampie, Wisniewski and
Wisniewski (2004)in a report prepared for AARP conduded
that 11 stateswere using some type of prefundingin 2003,
Their list induded eight states that are not induded in the S&P
list shown in thetext. The Pew (2007) report findsa different

set of stateswith sometypeof funding induding severd states
that are moving toward fully funding these obligations. Chio
appears 1o havethe largest trust fund assets of about$12
billion (Standard & Poor’'s, 2007b). Of course, enacting legisia-
tion to establish authorization for a trust fund does not imply a
commitment to actudly prefund retiree hedith obligations.

7 For example, North Carolina has extended theyears of
sarvice required to be fully vested in its RHI plan from five
yearsto 20,

8 Studies that have estimatad the UAAL and ARCfor state
retiree health plans indude Goldman Sachs (2007), Pew (2007),
Standard & Poor' s{2007b), Wisniewski and Wisniewski (2004),
and Zion and Vashney (2007). Also see GAQ (2007).
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